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UNITED STATES COURT OF APPEALS 
FOR THE SECOND CIRCUIT 


Docket No. 74-2582 

ROSALIND FOGEL, efc eno. , 

Plaintiffs-Appellants 

versus 

GEORGE A. CHESTNUTT, JR., et al. , 

Defendants-Appellees. 


BRIEF FOR PLAINTIFFS-APPELLANTS 


This stockholders' derivative action was brought 
on behalf of a registered mutual fund against its directors 
and its investment adviser to recover for breaches of 
defendants' duties under the Investment Company Act (the "Act") 
and the common law. The plaintiffs appeal from the judgment 
of the District Court for the Southern District of New York 
(Wyatt, J.) dismissing the action after a trial to the 
Court without jury. 


-1- 




The decision below (324a et seq.) is not yet 
officially reported. 


The Question Presented 


The appeal presents this question: 


Did defendants' "give-up" and "reciprocal" 
practices - described below - and their 
failure to recapture brokerage commissions 
for the Fund violate their statutory and 
non-statutory duties so as to give plaintiffs 
a right to relief on behalf of the Fund? 


The Court below decided this question in defendants' 
favor by finding that one method of brokerage recapture was 
not possible and that another method, though possible, was 
against public policy. To reach these results, the Court 
overrode the testimony of senior officials of the National 
Association of Securities Dealers ("NASD") and the PBW Stock 
Exchange, substituted its erroneous interpretation of the 
rules of a self-regulatory agency for that of the officer 
responsible for their interpretation and enforcement, 
and precluded application of clear and prevailing Exchange 
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policy by a complete misconception as to the requirements 
of public policy. 

Moreover, the District Court ignored the provisions 
of an investment advisory agreement which forbade the use of 

give-ups and reciprocals even if their recapture were not 
possible. 


Statement of the Case 
Jurisdi ction and Proceeding 

The action was commenced on July 11, 1968 (la). 

The District Court's jurisdiction was invoked under the 

Investment Company Act (5a). The trial of the action was 

limited to the issue of defendants' liability; questions 

regarding the nature and amount of any recovery were reserved 
(325a). 

The jurisdiction of this Court rests on 28 U.S.C. 

§ 1291. The judgment below was enter* November 6, 1974 

(4a). Plaintiffs' notice of appeal was ’ed December 2, 
1974 (4a) . 
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The Parties 


Plaintiffs-Appellants have been shareholders of 
defendant American Investors Fund, Inc. ("the Fund") since 
1963 (5a). Th e Fund, a New York corporation ^ ig a no _ load 

mutual fund registered with the Securities and Exchange 
Commisi. ion under the Investment Company Act of 1940, 15 
U.s.c. §§ 80a-l et seg. (the "Act"). As of December 31, 

1968 the assets of the Fund were over $342,000,000 and it 
had 142,000 shareholders (Trial Exhibit 16). 

Defendant Chestnutt Corporation, the Fund's manager 
and investment adviser ("Management Co."), is a Connecticut 
corporation. On July 19 , 1966 , Management Co. acquired the 
assets of defendant American Investors Corporation, the 
Fund's previous manager, subject to its liabilities. Manage¬ 
ment CO. and its predecessor (herein referred to collectively 
as "Management Co.") had the same officers, directors and 
stockholders, and each stockholder held the same proportionate 
interest in both corporations (26a). 
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The stockholders of Management Co. included 
defendants George A. Chestnutt, Jr., Stanley L. Sabel, warren 
K. Greene and John Currier, clendon H. Lee, special counsel 
to the Fund and to Management Co., was also a shareholder of 
Management Co. These defendants and Mr. Lee* had the follow¬ 
ing approximate percentage interests in the voting stock of 
Management Co.: 


George A. Chestnutt, Jr. 

Stanley L. Sabel 

John Currier 

Clendon H. Lee 

Warren K. Greene 
(26a, 27a). 


47% 

16 % 

2 % 

1 % 

0.4% 


The activities complained of in this action occurred 
from January 1, 1965 to the present. At all times during that 
period the officers and executive personnel of the Fund and 


h^a ty e his“ 8t iS indireCt «— shares are 





Management Co. were closely interlocked. Thus, defendant 
George A. Chestnutt, Jr., the founder of the Fund, was its 
president and director. He was also president and a director 
of Management Co. (27a). Defendant Chestnutt was the 
principal force in both the Management Co. (where his economic 
interest lay) and in the Fund. 

Defendant Stanley L. Sabel was senior vice presi¬ 
dent, secretary and a director of the Fund. He was also 
vice president, secretary, general counsel and a director 
of Managment Co. At the same time, the firm of Sutton, Sabel 
& Schupp, in which defendant Sabel was a partner, was legal 
counsel to the Fund. In 1971 defendant Sabel resigned all 
°ff^- ces with the Fund, except his directorship (27a). 

Defendant Warren K. Greene was vice president and 
director of the Fund, and vice president of Management Co. 

(id). 

During the relevant time period, the Fund had a 
board consisting of eight (or, at times, seven) directors. 





The Court below found that at all times at least 50% of 
the Fund's directors had an economic interest in Management 
Co. and during much of the time more than 50% of the Fund's 
directors had such an interest (328a, 329a). 

The Fund had no independent officers. All of 
its officers were also stockholders, officers, directors 
and/or employees of Management Co. Their compensation was 
paid by Management Co.; the Fund paid them nothing (159a, 
175a). m any conflict of interests, therefore, their 
allegiance was likely to be to their paymaster. Management 
Co., not the Fund. All the Fund's other employees likewise 
received their compensation from Management Co. (id.). 

Clendon H. Lee was counsel to the Fund and its 
directors. He was also special counsel to, and a director 

of. Management Co., and is counsel for all the defendants in 
this action other than the Fund (29a). 

Thus, all officers and employees of the Fund and 
counsel to the Fund were under dual allegiance to Management 


) 




Co. The Fund*s "affiliated" directors (i.e. directors 
of the Fvnd who were also officers, directors and/or 
stockholders of Management Co.) were the principal officers 
of the Fund. They were in a clear conflict of interest. 


The Court below recognized the fundamental conflict 
of interest between the Fund and Management Co.: 


"The Adviser [Management Co.] and those 
interested in it - chiefly George [George 
A. Chestnutt, Jr.] - managed and controlled 
the Fund. If there were a conflict in inter¬ 
est between the Fund and the Adviser, the 
economic interest of the chief personalities 
would be with the Adviser." (335a). 


Management Co. acted as the Fund's manager and 
investment adviser under an investment advisory agreement. 

The agreement provided for the payment by the Fund to Manage¬ 
ment Co. of an annual advisory fee of .8% of the first $50 
million of the Fund's net assets, plus smaller percentages on 
assets in excess of $50 million (28a). The advisory fee 
paid to Management Co. for the years 1964 through December 31, 
1970, were as follows: 
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(id.) . 


1964 $ 187,000 

1965 337,000 

1966 529,000 

1967 1,087,000 

1968 1,464,000 

1969 1,557,000 

1970 1,175,000 


Give-Ups and Reciprocals 

Plaintiffs' charges arise from defendant's give-up 
and reciprocal practices. 


The Fund bought and sold large amounts of portfolio 
securities on national securities exchanges, investing the 
pooled assets of its shareholders. These transactions were 
subject to the minimum commission rates fixed by the exchanges 
Since the Fund and other institutions frequently executed 
transactions of substantial size, the minimum commissions were 


often considerably in excess of those which would fairly compen 
sate a broker for his services (SEC, Public Policy Implication* 
of Investment Company Growth , H. Rep. No. 2337, 89th Cong., 2d 
Sess. pp. 162-163 (1966) ("PPI", Trial Exhibit 4). 


-9- 




The brokerage commissions generated by the Fund's trans¬ 
actions were substantial (see the chart set forth infra at 
p. 12. 

Under exchange rules, brokers were permitted to 
share their commissions with other brokers. Pursuant to 
those rules, brokers executing institutional orders would, 
at the direction of those placing the orders, "give up" 
large portions of their commissions to other brokers. So 
attractive was the Fund's portfolio business to brokers who 
executed it, that they were willing to give up a major portion 
of their commissions, as much as 75%, to other brokers (84a, 
85a, 253a, 254a). At the behest of officers and employees 
of Management Co., brokers were directed to give up a portion 
of their commissions to other brokers who assisted in the 
sale of Fund shares (84a). Such give—ups continued until 
give-ups were abolished by the stock exchanges on December 5, 
1968 (176a, 177a). 

In other instances, brokers who assisted in the sale 
of Fund shares executed transactions themselves. As a reward 
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for selling Fund shares, these brokers were allowed to keep 

all the Fund commissions they received despite the fact that 

they were prepared to give up a portion of these commissions 

at the direction of the officers and employees of Management 

Co. (92a 95a). This practice of rewarding brokers for 

selling Fund shares by giving them commission business of 

the Fund is commonly referred to as reciprocals. Reciprocals 

were utilized by the defendants until they were abolished by 

the NASD on May 25, 1973, effective July 15, 1973 (Trial 
Exhibit 18). 

Reciprocals and give-ups were also directed to 

brokers who supplied research information to Management Co. 
(176a). 


The allocation of the Fund's reciprocals and give- 
P was determined by the officers and employees of Management 
Co., who in the case of give-ups would send letters in the 
name of the Fund requesting brokers to give up a portion of 
their commissions to Management Co.'s designees (84a, 85a). 
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During the years 1965 through 1970, the Fund’s 
brokerage commissions were allocated, in the form of give-ups 
and reciprocals, as follows: 


Year 

Total 

Brokerage 

Commissions 

Allocated 

To 

Sales 

Allocated 

To 

Research 

$ 247,000 

1965 

$ 387,000 

$ 140,000 

1966 

551,668 

289,755 

261,913 

1967 

1,995,087 

1,059,121 

935,966 

1968 

3,122,160 

1,099,70j 

2,022,457 

1969 

2,489,281 

1,293,222 

1,196,059 

1970 

2,059,234 

950,567 

1,108,667 

(153a, 

155a). 




The amount of Fund brokerage commissions awarded 
as give-ups is presently undetermined,* except for the years 
1967 and 1968, when $326,120 and $663,095, respectively, was 


Discovery into the amounts of give-ups was deemed 
related to the issue of damages and deferred. 
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awarded (177a). 


These reciprocals and give-ups were of great 
advantage to the Management Co. its contractual compensa¬ 
tion depended, in large measure, on the number of Fund shares 
aold to the public <44a, 4:1a,. The more Fund shares ^ 

public bought, the greater became the asset value of the 
Fund, and the advisory fees received by the Management Co., 
which were a percentage of Fund assets managed, grew 
accordingly. The Management Co. thus had a vital economic 
interest in encouraging the sale of Fund shares. 

However, the Fund was, nominally at least, a no-load 
Fund, no sales fees are paid to brokers for sales of no-load 
funds (15 USC § 80a-10(d)(3,). Congress, in according special 
treatment to no-load funds, did so on the basis that sales of 
their shares are unsolicited. To that end the statute provides 
that, unlike other mutual funds which must have at least 40% 
of their directors free from interest in their advisers, no-load 
funds need have only one disinterested director, provided that 
"no sales load is charged" and "no sales or promotion expenses 
are incurred" by them (15 USC § 80a-10(d)(3) and (5)). 




Nevertheless, the Management Co, found it quite 
desirable to stimulate sales of Fund shares. The volume of 
these sales depended in substantial part on the efforts of 
brokers who assisted in the sale of Fund shares by recommend¬ 
ing to their customers that they invest in the Fund, The 
brokers ordinarily would furnish a prospectus (which had 
been prepared and supplied by Management Co.), prepare the 
requisite forms and handle the purchase for the customer 
in much the same way as a dealer would handle the purchase 
of a load fund (Trial Exhibit 23, pp. 71-73). 

Since the Fund did not charge a commissicn or load 
on the sale of Fund shares, there was no incentive for brokers 
to recommend the Fund to their customers. In order to provide 
this incentive, the Management Co. used the Fund's portfolio 
brokerage commissions to reward those brokers and dealers who 
assisted in the sale of Fund shares. It was defendants' 
P rac ^ ce *-o award reciprocals* or give-ups amounting to at 


*The importance of reciprocal? in the retailing of the 
Fund's shares was demonstrated by tne Management Co.'s 
announcement in the June 6, 1972 Fund proxy statement 
that it was considering instituting a sales load if 
reciprocals were abolished (161a). 
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least 2% of the gross sales of Fund shares produced by a 
P ar ticular broker (9?a-95a) 

Pursuant to its contract with the Fund, Management 
CO. was obligated to pay all the expenses relating to the 
promotion ^nd sale of Fund shares (159a). T o the 
extent these expenses were paid with Fund brokerage 

commissions , Management Co. was able to reduce its own 
expenses. 


Since give-ups and reciprocals increased the advisory 
fees paid to Management Co. by enhancing the sale of Fund 
shares , they constituted tangible benefits to Man^ement Co. 
These benefits to Management Co. cannot be disputed. 

Indeed, at the trial defendants conceded that the 
growth of the Fund benefited Management Co. by increasing 
its advisory fees (44a-45a), and that give-ups and 
reciprocals were used to promote sales and thus 


contributed 





to such growth (160a, 161a).* 


The commissions allocated in return for research 
also benefited Management Co. Management Co. had the obliga¬ 
tion under the Investment Advisory Contract to supply invest¬ 
ment advice to the Fund. For this it was paid handsomely. 

By using Fund commissions to obtain research from others. 
Management Co. produced the investment advice at lesser 
cost to itself, but at the Fund's expense. 


* The Court below agreed that the use of give-ups and reci¬ 
procals did benefit the Management Co. (332a), but found 
that Fund growth was also beneficial to Fund shareholders 
because it would reduce expenses proportionally. The 
benefit to shareholders is infinitesimal, however. This 
can be illustrated by the effec's on an investor with a 
$5,000 holding in the Fund. As of December 31, 1968 his 
share of the advisory fee of the $342 million Fund was 
$24.06 (based upon the fee schedule set forth at 175a). 

If the Fund were to grow another $30 million, the Manage¬ 
ment Co. would increase its take by $105,000 annually, but 
the savings to the investor would be only fifty-one cents 
per year. On the other hand, a recapture of only $600,000 
per year (the commissions paid - at a 2% rate - to stimulate 
sales of $30 million) would have resulted in a saving of 
18 times this amount for the hypothesized investor. More¬ 
over, the growth of the Fund had more serious detrimental 
effects. PPI pp. 255-57 (Trial Exhibit 4). 
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Recapture 


Recapture of brokerage commissions operated in a 
simple manner. Mutual funds and other institutions, in 
addition to paying brokerage commissions, also paid advisory 
fees to their investment advisers. The stock exchanges placed 
no minimum on such fees, it became common practice for insti¬ 
tutions to direct commissions and give-ups to their investment 
advisers who would credit the commissions received against the 
advisory fees otherwise payable. This practice was widespread 
and expressly permitted by the exchanges and the courts. The 
exchanges regarded it as quite consistent with their rules, 
and the SEC found it to be a frequent and acceptable practice: 


The use of brokerage commissions to pay for 
investment advisory services is common in the 
securities industry. Investment adv ;ers who 
are also broker-dealers often reduce advisory 
fees charged nonfund clients by a specified 
P° rt ^ on °f the brokerage commissions generated 
by their nonfund advisoty accounts or otherwise 
take them into account in setting advisory fee 
rates for non-fund clients." PPi pp . 108-109 
(143a, 144a) 


Nothing in this practice contravened the anti-rebate 
rules; for despite the reduction or even the elimination of 
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the advisory fee, the customer still paid the prescribed 
minimum commission rates. 

There were essentially two avenues available for 
the channelling of recapturable commissions: NASD membership 
and exchange membership. A number of regional exchanges per¬ 
mitted NASD members to receive brokerage commissions in the 
form of give-ups or discounts. PPI p. 173 (147?). Once 

these commissions were received by an NASD member affiliated 
with a fund or its adviser, they could be credited against 
advisory fees, i.e. recaptured (id.). 

Certain regional exchanges, notably the PBW Exchange, 
permitted affiliates of mutual funds to become members. As 
an introducing broker, the affiliated member could retain 
a portion of the commission paid on transactions executed for 
the fund by other exchange members. These commissions could 
alsc be credited against advisory fees owed by the fund (po. 
-iD/jZfi) • Both of these recapture methods received express 
judicial sanction (pp.55-56infra). 
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I 


The Issues 


The Court below agreed with the plaintiffs that 
Management Co. controlled the Fund. The District Court 
also found that Management Co. directed commissions to 
brokers who sold Fund shares, or who gave research material 
to the Management Co., or both (335a). Both give-ups and 
reciprocals were used to accomplish these techniques, and 
benefited the Management Co. (336a). No recapture was 
effected for the Fund. . The Court held that the defendants 

were under a duty to recapture brokerage commissions for the 
Fund, if possible (339a). 

However, the Court below found that recapture was 
not available for the Fund. It held that NASD membership for 
a subsidiary of the Fund or Management Co. was not legally 
permissible. And it held that recapture through exchange 
membership, while permissible, was contrary to public policy. 

The issues, therefore, are: ( 1 ) Was NASD membership 
legally permissible; and (2) was exchange membership for an 
affiliate contrary to public policy? 
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ARGUMENT 


POINT I 

THE DEFENDANTS WERE UNDER A DUTY 
TO RECAPTURE BROKERAGE COMMISSIONS 
FOR THE FUND, IF POSSIBLE. _ 

The Court below properly held that the defendants 

were obliged to recapture brokerage commissions, if possible: 

"The principle is accepted that 
defendants were under a duty by all 
proper means to secure for Fund the 
return of excess brokerage commissions." 

(339a). 

Accordingly, this point need not be belabored. We trust a 
brief outline of its foundations will suffice. 

A. Defendants owed Fiduciary Duties to the 
Fund both under the Investment Company 
Act and the Common Law. 

It is by now well settled that the Act imposes upon 
investment advisers to mutual funds, as well as upon their 
directors, the duties and obligations of fiduciaries. 
Rosenfeld v. Black , 445 F.2d 1337, 1345 (2d Cir. 1971); 

Aldred Inv. Trust v. SEC , 151 F.2d 254, 260 (1st Cir. 1945), 
cej^t. denied 326 U.S. 795; General Time Corp. v. American 
Investors Fund , 283 F. Supp. 400, 401 (S.D.N.Y. 1968), aff'd 
403 F.2d 159 (2d Cir. 1968), cert, denied 393 U.S. 1026; 
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Brown v. Bullock, 194 F. Supp. 207, 218 (S.D.N.Y. 1951), aff'd 
294 F. 2d 415 (2d Cir. 1961). 

If recapture was possible - as we shall show it was 
(pp. 25-50 infra ) - and if the management defendants knew of that 
possibility - as they did - the fiduciary duties of the manage¬ 
ment defendants were two-fold. At the least they were obliged 
to inform the independent directors so that those directors could 
reach an indepen nt decision whether or not to pursue 
recapture. In the present case, moreover, defendants’ duty 
went further: under the charter of the Fund they were required 
to pursue all available recapture possibilities. 

The Management Co. defendants were fully cognizant 
of the possibility of recapture. They became aware of recapture 
practices of other funds as early as 1965 (231a, 240a). They 
read and considered the recapture urgings of the SEC in its 1966 
PPI Report (82a, 97a, 227a). They also read and considered the 
SEC’s proposed rule 10b-10 which directed recapture of give-ups 
by a l.l registered investment companies (233a-236a). Mr. 

Chestnutt testified that he was aware of NASD recapture: 

"Q. You say you don’t know of any way 
that could be done (recapture). So 
that you believe... 

A. No directly. You could do it 
[recapture) by devious methods as were 
described earlier, becoming an NASD mem¬ 
ber and directing business to your sub¬ 
sidiary who is a member or some devious 
way like that. But not directly." (238a; 
interpolation added) 







Yet, the Management Co. defendants and counsel, 
Messrs. Sabel •*nd Lee, advised the unaffiliated directors that 
recapture for the Fund was impossible (30a, 268a-272a).* 

Those who were supposed to act as counselors to 
the Fund's unaffiliated directors had a distinct interest in 
avoiding recapture. Messrs. Sabel and Lee, counsel to the 
Fund and its directors, had a substantial financial stake in 
the Management Co. and were directors thereof ( supra , pp. 5-7). 

The disinterested directors believed the "advice" 
they were given by Messrs. Sabel and Lee (108a-110a, 118a- 
121a, 249a, 321a). They were, by and large, unfamiliar with 
the securities brokerage industry (173a). They never sought 
outside advice (121a, 246a-248a, 321a). And they never knew 
that recapture was available without substantially changing the 
operations of the Fund or Management Co. Had they known 
this fact they might have favored recapture (120a, 121a). 

In Moses v. Burgin, 445 F. 2d 369 (1st Cir. 1971), 
cert • denied sub nom Johnson V. Moses, 404 U. S. 994, an 
almost identical situation arose. There the management 

* Apparently the subject was rather perfunctorily dismissed 
for a number of the directors could not recall its even 
being discussed. (Trial Transcript pp. 340, 380; Trial 
Exhibit 23, p. 23; Trial Exhibit Q, pp. 40-41) 
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company was alerted to the possibility of recapture, but 
failed to advise the unaffiliated directors of this possibility 
The Court held that the management defendants were liable to 
the Fund for their failure to make such disclosure: 


’Whatever may be the duty of disclosure 

th? d ir t ?K° rdlnary cor P° rate directors, we 
think the conclusion unavoidable that 
Management defendants were under a duty 

n^f^J d i S ^ 1 ^® Ure ° f infor mation to these 
unaffiliated directors in every area where 
there was even a possible conflict of 
interest between their interests and the 
interests of the fund. This duty could not 

SEC P ii5 1965 Clearly than was sta ted by the 

The Investment Company Act's require¬ 
ment as to unaffiliated directors, if 
its purposes are not to be subverted, 
carries with it the obligation on the 
part of the affiliated directors, and 
the investment adviser itself, to in¬ 
sure that unaffiliated directors are 
furnished with sufficient information so 
as to enable them to participate 
effectively in the management of the 
investment company.' Imperial Financial 

Inc *' CCH Fed - Sec - L - Re p- 
II 77,287 at 82,464 (SEC 1965). 

unaffilT!^ may bG fairly assumed that every 
director will have such knowledge, 

tffti^a V thS? minUniCati0n iS Called for * And, in 
thlt ass umption, it must be borne in mind 

a l e not ful1 time employees of the fund 
and it may be - as with Fund’s unaffiliated 

i-hf?^ t0rS ~- that neither their activities nor 

special^n^nff 6 a f e P rimaril y connected with the 
f • d often technical problems of fund 
operation. if management does not keep these 
directors informed they will not be in a position 

cle^rJ C inte t 5% lnd ^ endent 3 ud 9 ment that Congress 
the' mfL lntended . The only question can be whether 
the matter is one that could be thought to be of 
possible significance." (445 F. 2d at p 376-?77) 
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B. The Fund's Certificate of Incorporation 
Required Recapture, if Possible. 


The Certificate of Incorporation of the Fund pro¬ 
vided in II 3(c) (iv) that: 

"The public offering price of each share 
of capital stock shall be the net asset 
value then in effect plus the load or 
commission charged adjusted to the nearest 
full cent. Any load or commission for the 
distribution of shares of the Corporation 
by a distributor may be fixed from time to 
time by the By-laws of the Corporation, but 
shall in no event exceed 8-1/2% of the public 
offering price, nor shall the con sideration 
per share to be received by the Corporation 
efter deduction of such loan or commis sion 
be less than the net asset value . . . 11 
(Emphasis supplied) (Supplement to Appendix, 
below, p. 351a) 


This provision clearly forbade the Fund to sell its 
shares at a price which would yield to the Fund less than the 
net asset value of the shares. 


Under the By-laws, the Fund's shares were sold with¬ 
out any sales charge or load. This arrangement obviously did 
not affect or impair the right of the Fund to receive 100% of 
the net asset value of its shares. Suppose, however, that in 
order to provide for sales stimulation, the Fund had paid 
brokers who assisted in the sale of Fund shares, out of its 
treasury, an extra $2. for every $100 worth of shares they 
assisted in selling. Those extra two dollars would have been 
a "commission" within the provision of the Certificate. This 


- 24 - 









commissions, 


would have reduced the net price of the Fund, after 
to 98% of the asset value of the shares. Such an arrangement 
would have clearly violated the Certificate, since the clear 
intent of this provision was to protect existing Fund share¬ 
holders from having their Fund assets diminished in the race 
to acquire new shareholders. The payment of give-ups and 

reciprocals, coupled with the failure to effect recapture, had 
precisely the same effect. 


In Moses v. Burgin, supra , a similar provision was 
involved. There the Charter read: 

in no event shall any shares of Capital 
Stock of the corporation be issued or sold 
for a consideration (which shall be net to 
the corporation after underwriting discounts 
or commissions) less in amount or value than 
the net asset value of the shares so issued 
° r ciil'****" (Record on Appeal in Moses, 


The Court of Appeals held in Moses v. Burgin: 

"If Fund receives the asset value of any 
shares, but at the same time rewards the 
selling broker with give-ups that it has 
a right to recapture for itself, then the 
net income Fund receives from the process 
of selling a share is less than asset value. 
The existing shareholders have contributed — 
by paying more than otherwise necessary on 
Fund’s portfolio transactions -- to the cost 
ot the sale, which was supposed to have been 
borne by the new member alone." (Moses v 
Burdin, 445 F. 2d 369, 374, supra )-' 





The Court in Moses v. Burgin found that the Charter 
was violated if the Fund's directors failed to utilize all 
available recapture opportunities. The Court concluded: 

"...Management's implication, which in 
oral argument it emphasized to the point 
o affirmation, was that, if recapture was 
m fact practical, the directors still had 
a right to choose between recapture of the 
give-ups for Fund's direct benefit, and 
awarding them to brokers for its indirect 
benefit. We hold, however, that if recovery 
was freely available to Fund, the directors 
he no such choice." (445 F. 2d at 374) 


POINT II 

SUBSTANTIAL AMOUNTS OF THE FUND'S BROKER- 

AGE COMMISSIONS WERE RECAPTURABLE■ _ 

As noted, two principal avenues for the recapture of 
brokerage commissions were available to the Fund: (A) member¬ 
ship in the NASD and '3) membership on the PBW Stock Exchange. 
Neither avenue would have involved either the Fund or Manage¬ 
ment in any activities in which it was not already engaged; 
nor would it have been in violation of law or public policy. 
Each offered opportunities to recapture substantial amounts 
of brokerage commissions. The availability of either 
method requires a reversal. We shall show that both avenues 


were open. 








A ‘ Recapture through NASD Membership 

The National Association of Securities Dealers, Inc. 

("NASD") is a self-regulatory organization established pursuant 

to § 15A of the Securities Exchange Act of 1934, 15 use s 78o-3 

As will be seen below, membership in the NASD makes available 

the recapture of large sums of brokerage commissions merely 
for the asking. 


The NASD By-laws provide in Article I, § 1 for the 
admission of members as follows: 


and win dealer authorized to transact 

and whose course of business consists in 
actually transacting any branch of the in- 

th^ IT"!? $ a " klng or securities business in 
the United States, under the laws of any 

shan f nd/ ? r ^ laws of the United States, 
shall be eligible to membership in the 

corporation, except such brokers or dealers 

ArtL r !e e » C ^f, PUrSUant “ *<*'thi. 


The excluded brokers and dealers referred to in 
who have been suspended, expelled, convicted of 
or are financially irresponsible, etc. 


§ 2 are ones 
certain crimes. 


The term "broker" as used in ARTICLE I, § 1 is 
defined in ARTICLE I, § 3 as follows: 

"The term-broker" means any individual, 
corporation, partnership, association, 
joint stock company, business trust, 
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unincorporated organization or other legal 
entity engaged in the business of effectina 
transactions in securities for the account 
of others, but does not include a bank." 
(212a) 


Similarly, the term "investment banking or securities 
business" is defined in ARTICLE I, § 3 as follows: 

"The term 'investment banking or securities 
business' means the business, carried on by 
a broker or dealer, of underwriting or distri¬ 
buting issues of securities, or of purchasing 
securities and offering the same for sale as 
a dealer therein, or of purchasing and selling 
securities upon the order and for the account 
of others; provided, however, that the term 
'investment banking or securities business' 
shall not include transactions on regularly 
organized exchanges, but such term shall in¬ 
clude all business relating to such trans¬ 
actions to the extent that such business is 
not conducted by a member of such exchange, 
or by any person or organization having the 
privilege of any such exchange for itself or 
any of its partners or executive officers." 

(213a) 


Thus, a broker is defined as an entity engaged in the 
business of effecting securities transactions for the account of 
others, and a broker transacts a branch of the investment banking 
or securities business if he purchases and sells securities upon 
the order and for the account of others. 


As seen above (p. 12) , portfolio transactions 

were effected for the Fund which generated commissions of 
millions of dollars per year. Orders for these transactions 
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and for transactions of others (i.e., other advisory accounts 
managed by Management Co.) were placed by Messrs. Chestnutt 
and Greene, officers of the Management Co., assisted by other 
personnel of Management Co. (80a, 81a; Trial Exhibit 26, 

PP* 12-15). Messrs. Chestnutt and Greene frequently 
negotiated transactions for the Fund in the third market (73a, 
74a, 89a-91a). They kept records of all transactions (106a- 
108a). In short, they performed all of the ordinary functions 
of a broker. Indeed, Greene testified that he had already 
passed the NASD exam and was registered as a broker-dealer with 
the State of Connecticut (103a, 104a). 

In placing orders, negotiating transactions and keeping 
records, the Management Co. defendants clearly "effected trans¬ 
actions" for the Fund; indeed, defendant Greene admitted three 
times that he did "effect transactions" for the Fund and others 
(38a, 89a, 104a, 105a). It is thus perfectly clear that, if a 
subsidiary of the Management Co. or the Fund had been organized 
with the same individuals as officers, the subsidiary could have 
performed the same activities previously performed by those 
individuals for the Fund and the Management Co. In that case 
the subsidiary would have been purchasing and selling securities 
for the account of the Fund and others. The subsidiary would 
thus have fallen squarely within the requirements of the NASD 
By-laws; it could easily have qualified for membership and 
joined the NASD upon the payment of the nominal NASD membership 
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charge (Trial Exhibit 21, pp. 1083-84). 

The Court below ignored the substantial brokerage 
activities which would have been performed by the subsidiary 
and thus regarded the proposed NASD member as an entity which 
would do no more than act as a conduit for recaptured commissions 
(338a). The Court overlooked the placing of orders, negotiation 
of transactions and maintaining of records which already figured 
prominently in defendants' activities and which would have been 
the principal functions of the subsidiary. 

However, even in the absence of substantial brokerage 
activities, the evidence clearly shows that the Management Co. 
would have been granted NASD membership. Lloyd Derrickson, 

Senior Vice President and General Counsel of the NASD since 1962 
(188a), was called to testify. Mr. Derrickson was, of course, 
familiar with the NASD membership requirements (]89a). He 
testified that the NASD had "a free entry policy" (191a), that 
an applicant for membership need not execute transactions (id.), 
that a member of the NASD need not do business with the general 
public (192a), that an applicant would be admitted to membership 
even if doing no business (201a), and that he believed there 
were some "NASD members whose sole function was the receipt of 
give-ups" (206a). Mr. Derrickson concluded his testimony as 
follows: 
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"Q. Mr. Derrickson, if you had 
application from anyone saying 
to become a member of the NASD 
pose of receiving give-ups and 
give-ups against advisory fees 
applicant to a fund that it was 
the NASD have refused that appl 


received an 
that they wanted 
for the sole pur¬ 
crediting those 
charged by such 
advising, would 
icaton? 


MR. LEE: Objection to the form 

THE WITNESS: No, I don't think 
refused it." (208a) 


of the question, 
we would have 


Thus, it is clear that affiliates of mutual funds 
with far remoter connections to the execution of transactions 
than Management Co. or the proposed subsidiary could have 
obtained membership in the NASD , and/ £ fortiori. Management Co 
or a subsidiary thereof or of the Fund could easily have done 
so. Nothing about Mr. Derrickson's testimony is "puzzling" or 

"not clear", the Court below to the contrary notwithstanding 
(339a) . 


The District Court held that the granting of member¬ 
ship "would have been an administrative failure of NASD" (id.). 
This finding overlooked that a subsidiary of the Management Co. 
or of the Fund could squarely meet the requirements of the NASD 
By-laws. In any event, it was not the function of the District 
Court to act as the guardian of the NASD By-laws in the context 
of this litigation. On the contrary, it should have followed 
the NASD s interpretation of its own membership requirements. 
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It is elementary that the interpretation of an 
administrative regulation by the agency issuing it has 
"controlling weight unless it is plainly erroneous or inconsis¬ 
tent with the regulation"; Udall v. Tallman , 380 U.S. 1, 16-17 
(1965); Perrine v. William Norton &. Co ., 509 F. 2d 114, 120 
(2d Cir. 1974). The NASD had adopted its membership rules as 
part of the self-regulation authorized by § 15A of the Securities 
Exchange Act; cf. Silver v. New York Stock Exchange , 373 U.S. 341, 
352-3 (1963). The interpretation by this regulatory agency of 
its own rules is entitled to no less credit than the interpretation 
of any administrative rule by the agency adopting it. Such has, 
indeed, long been the law; Aronson v. McCormick , 13 Misc. 2d 
1077, 1078, 178 N.Y.S. 2d 957, 959 (Sup. Ct. 1958), aff'd 
6 App. Div. 2d 999, 177 N.Y.S. 2d 1004 (1958): 

"The Exchange defendant has established 
rules and regulations. Its officers and 
committees apply those rules and regulations. 

This court cannot under the circumstances 
here revealed substitute its own view (even 
if so inclined) for that of the Exchange's 
own officers." 

Indeed, in Moses v. Burgin , 445 F. 2d 369 (1st Cir. 

1971), cert , denied sub nom Johnson v. Moses , 404 U.S. 994, 
the First Circuit was faced with an almost identical problem. 

There the district court had held that exchange officials 
were erroneous in permitting recapture since, in the lower 
court's opinion, recapture violated the rules of those Exchanges. 







The First Circuit reversed the District Court and held upon 
this point: 

"th^nh?* ^ terminol ogy, the nature of 
the obligation imposed by t,uch rules is 

to be determined primarily on the basis 

Jdo^ S J r ?K ti0n WhiGh the Exchanges 
court- ? * * rUlGS give to them. A 

ag , free to regard the problem 

fircf t0r ^ interpretation issue of 

footnote P omitJed.‘) F ‘ 2d ** 382; 

The NASD occupies the same status of a regulatory agency as 
the exchanges. Harwell v. Grow th Programs. rri „ 45J p _ 2<J 

240, 246-47 (5th Cir. 1971), modified 459 F. 2d 461 (5th Cir. 
1972), cert, denied sub nom National Association of Securities 
Sea lers Inc, v. Harwell , 409 u.s. 876. Accordingly, its 
construction of its own rules must be respected. 

Judge Wyatt concluded his discussion of the 
availability of NASD membership by stating: 

"In any event, civil liability cannot be 
imposed for failure of defendants to do 
what it would have been deceptive and 
improper for them to do." (339a) 

Defendants were never called upon to do anything "deceptive" or 
"improper". There would be no deception since NASD membership 
was available upon full disclosure of the truth. And if the 
NASD granted membership for the purpose of recapturing brokerage 
commissions, that would appear to be determinative of its 
propriety. Indeed, in Moses v. Burqin . 445 F. 2d 369 (1st Cir. 


- 33 - 




v 
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1971), cert , denied sub nom Johnson v. Moses , 404 U.S. 994, 
the Court held that NASD recapture was not only proper but 
mandatory. 

Thus, returning excess brokerage commissions to the 
Fund would have been open and proper. But the Management Co. 
and the affiliated defendants arrogated to themselves the 
decision not to seek recapture. They preferred to use the 
excess brokerage commissions to further their own self-interest 
in promoting the sale of Fund shares. The use of commissions 
was accomplished by concealing the availability of recapture, 
of which they were aware, from the disinterested directors. It 
was thus the defendants' actual conduct which was deceptive and 
improper; and the District Court's holding that NASD membership 
was not available, short of deceipt and impropriety, is clearly 
erroneous. 


The District Court conceded: "True, had there been 
an application, NASD might have accepted the application." (339a). 
This is quite an understatement, for, as we have shown, acceptance 
of a membership application was a virtual certainty. But even 
accepting, arguendo, the District Court's statement, liability 
necessarily follows. 

The Management Co. and the affiliated defendants were 
fiduciaries. They had a duty to recapture brokerage commissions. 
Since there was a possibility of such recapture, they were 
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obliged to make the attempt. This they failed to do, and for 
such failure they must be held liable. Perlman v. Feldmann . 
219 F. 2d 173, 176-77 (2d Cir. 1955), cert . denied 349 U.S. 
952: 

"The corporate opportunity of.whose mis¬ 
appropriation the minority stockholders 
complain need not have been an absolute 
certainty in order to support this action 
against Feldmann. If there were possibility 
of corporate gain, they are entitled to 
recover. 

••**** 

" Only if defendants ha d been able to negate 
completely any possibility of gain by Newport 
could they have prevailed . It is true that 
a trial court finding states [that the evidence 
fails to show whether or not the expansion plan 
proposed by the plaintiffs would have been 
feasible and desirable.] This, however, cannot 
avail the defendants, who -- contrary to the 
ruling below -- had the burden of proof on this 
issue , since fiduciaries always have the burden 
of proof in establishing the fairness of their 
dealings with trust property. [Citations]. 
[Emphasis and interpolation added.] 


Accord: Geddes v. Anaconda Copper Mining Co ., 254 U.S. 590, 

599 (1921); Pepper v. Litton , 308 U. S. 295, 306 (1939); In Re 
Las Colinas, Inc ., 426 F. 2d 1005, 1013-14 (1st Cir. 1970); 

Pappas v. Moss , 393 F. 2d 865, 867 (3rd Cir. 1968); Gardner v . 
National Bulk Carriers, Inc .. 310 F. 2d 284, 287 (4th Cir. 1962), 
cert • denied 372 U.S. 913 (1963); Meinhard v. Salmo n, 249 N.Y. 
458, 465, 164 N.E. 545 (1928). 
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Once the routine of obtaining NASD Membership was 
accomplished, a number of methods for recapturing brokerage 
commissions would have become available. For present purposes 
It should suffice to set forth three which would have 
provided substantial recapture to the Fund. 

1 ' pive-ups through the PBW Exchange 

in 1965 the PBW Stock Exchange (then known as the 

Phildelphia-Baltimore-Washington Stock Exchange) adopted an 

amendment to Article XX of its Constitution permitting give-ups 

of 25% of the commissions on mutual fund orders to be directed 

to members of the NASD ,48a-50a). In Jun e 1966 the permissible 

give-ups to NASD members were raised to 40% (50a). Elkins 

Wetherill, President of the PBW Exchange, testified as follows: 

"Q. ...was it permissible for give-ups on 
commissions on transactions from mutal ?£nds 
executed on the PBW Exchange to be paid tS 

the^Exchange? 6 ^ “ h ° ^ -K™ * 

A. Yes, that's correct. 

fundf°40^per^cent of d tL° rl9inated from a mutual 
t-r, Maon C f nt ° f the commission could be qiven 

June '66 it^as^^ least from November '65 to 

fo? two and a hJlf ^ CGnt and from June ' 66 
or two and a half years until December 1968 

40 per cent, is that correct? cemDer iy68 ' 

A. That's correct." (51a) 




If the NASD member receiving the give-up was a 
mutual fund's investment adviser or an affiliate of such an 
investment adviser, it was permitted to pass the give-up on 
to the mutual fund by means of crediting the Fund's advisory 
fee with the amount of the give-up received. Mr. Wetherill 
testified: 


"Q. Now, if an NASD member who received such 
a give-up were an investment advisor of the 
mutual fund whose transaction was executed, 
would it be permissible under the constitution 
and rules of the exchange for such investment 
advisor to credit the amount of the give-up 
against the advisory fee owed it by the fund? 

A. Yes, it would. 

Q. Now, if the NASD member who received the 
give-up were instead of the advisor a subsidiary 
of the advisor, would the advisor be permitted 
to make such a credit? 

A. If the NASD member was a subsidiary of the 
advisor? 

Q. Yes, would the advisor be permitted to 
credit the advisory fees of the fund with the 
amount of the give-ups? 

A. There is nothing in our rules that says one 
way or the other what would happen to that. Our 
guidelines always were that if there was some 
contractual relationship, then there would be no 
reason why these profits couldn't be passed 
back." (51a, 52a) 


Similarly, if the NASD member was a subsidiary of the 
Fund itself, the give-up could be received and passed on to the 
Fund in the form of a dividend or otherwise: 
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"Q. Now, apart from the investment advisor 
being a r ember of the NASD or forming a sub¬ 
sidiary to join the NASD, if the fund itself 
formed a subsidiary which became a member of 
the NASD, would it have been permissible under 
the rules of your exchange for the give-up 
to have been paid to that entity? 

A. Yes, as long as it was a broker-dealer 
registered with the NASD. 

Q. And if such a give-up were paid, would it 
be permissible under the constitution and rules 
of the exchange for the NASD member to pass the 
give-up to the parent fund in the form of a 
dividend? 

A. Yes, with the same qualifications that I 
made before, that our rules said nothing about 
what happens to the profit of these broker- 
dealer subsidiaries and our guidelines say that 
as long as there was either a contractual 
relationship or they were passed back by means 
of dividends that we would find no objection 
to that." (52a, 53a) 


Accordingly, give-up recapture was available to NASD 
members on the PBW Stock Exchange from 1965 until the abolition 
of give-ups in December 1968. 


2. Give-ups and discounts through the Pacific 
Coast Stock Exchange. _ 

The Pacific Coast Stock Exchange also provided for 
give-ups to NASD members who applied for so-called "approved 
non-member status" by filing a simple one page application 
form and paying a $100 fee (219a, 220a).* Moreover, in 


* An "approved non-member" was simply an NASD member who 
registered with the Exchange for the purpose of receiving 
give-ups or discounts (216a). 
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addition to such give-ups, the Pacific Coast Stock Exchange 
also permitted discounts to approved non-members (218a). Both 
the give-ups and the discounts were 25* of the commissions. 
But, unlike give-ups which were abolished in December 1968, 
discounts have continued right up to the present (id... 


Both the discounts and the give-ups received by the 
NASD members could have been recaptured. Mr. Thomas P. Phelan 
President of the Pacific Coast stock Exchange since 1961, 
testified as follows: 


0. If an approved nonmember receives a -- 
strike that. If prior to December 1968, an 
approved nonmember had received a give-up 
advi^ approved nonmember was an investment 

hfve 3 mUtUal fund ' would the E:. change 

have taken any action to preclude the approved 
nonmember from crediting the advisory fee of 

amount o? r5 Und - ln arnount equivalent to the 
amount of the give-up? 


MR. LEE: 
question. 


Objection as to the form of that 
Purely hypothetical. 


MR. MEYER: You may answer. 


A. As I understand your question, 
not object. 


we would 


?ake W thS ^ PGCt discounts, does the Exchange 
rook h r Position which you stated that they 

that ?h5v r 5' Wlth respect to give-ups? Namely, 
who is Jn n °! Preclude an approved non-member 
o a ".i nvGS tment advisor of a mutual fund 

fund with 1 ln9 hlS advisor y fee charged the mutual 
discount? amount equivalent to the amount of 

MR. LEE: Objection as to the form of question. 
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MR. MEYER: You may answer. 

A. We don't have any objection." (218a, 220a) 

3. Tender Offer Fees 

In tender offers the purchasing party frequently 
offers to pay a fee to any NASD member (or Exchange member) named 
by the tenderor. A typical offer of this type is in evidence as 
Trial Exhibit 49. Defendants testified that the Fund did on 
occasion tender blocks of stock in response to tender offers 
(86a). Accordingly, it would have been a simple matter to 
designate the NASD affiliate as recipient of the tender fee and 
thereby recapture the fee for the Fund. Indeed, the SEC has 
stated that fund advisers have a duty to do just that. SEC 
Release No. 10102, CCH Fed. Sec. L. Rep. II 79,327 (1973). 

In sum, as the Court found in Moses v. Burgin , supra, 
(445 F. 2d 369), NASD recapture was readily available to the 
Fund. Its availability was attested to by the unrefuted 
testimony of three disinterested witnesses - the Senior Vice 
President and General Counsel of NASD, the President of the PBW 
Stock Exchange and the President of the Pacific Coast Stock 
Exchange. Their testimony was clearly in accordance with the 
constitution and rules of their respective agencies. 

B. Recapture through P3W Stock Exchange Membership 

Recapture was also available to the Fund through 
membership, by an affiliate of the Fund or of Management Co., 
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as an "introducing broker" on the PBW Stock Exchange, 
introducing broker is one who, having obtained the customer, 
places transaction orders with other brokers for execution and 
clearance. Such membership was available at all times, even 
after give-ups were outlawed in December 1968 (53a). it would 

not have offended any public policy, nor would it have required 
either the Fund or Management Co. to make any substantial 
a ^^ era tion in its method of doing business. 


Before discussing the evidence showing the availability 
of this type of recapture, it is important to distinguish the 
finding in Moses v. Burgin , supra , that the adviser there could 
not have become an introducing broker on the New Yo rk Stock 
Exchange (445 F. 2d at p. 375). That finding applied only to 
New York Stock Exchange membership. We do not contend that 
N\SE membership was available; PBW membership is a distinct 
matter, which was not considered by the Court in Moses. 


The Court there found as follows: 

"Alternatively, plaintiff suggests that Crosby 
might become a more limited type of broker, on 
the New York Stock Exchange, known as an intro 
ducing broker. This itself would not have 
required substantial operational chanqes, in 
fact, plaintiff's suggestion is really that 
Crosby could become, under this label, a 
conduit for give-ups though not in any v/ay 
engaged in normal brokerage activities. But 
the court found that NYSE required that all 
brokers, to be members, must be engaged 




primarily in brokerage, and that in the 
application of this principle the exchange 
regarded the broker and its affiliate as one. 

It found that Management and Crosby, accordingly, 

haVG been able to < 3 ualif y for membership 
(F. 56). Plaintiff has not successfully attacked 
this finding." 445 F. 2d at 375. 

In short, the Court in Moses rejected the possibility 
of securing an "introducing membership" for Crosby, a subsidiary 
of the adviser, on the New York Stock Exchange for only one 
reason: The New York Stock Exchange, in passing upon applications 

for membership, requires that the principal business of the 
applicant and of its parent be that of a broker. Since the 
affiliate in Moses would have been a subsidiary of the adviser, 
its primary business, when combined with that of its parent, would 
have been investment advice rather than brokerage, and it would 
not have qualified. 

Unlike the New York Stock Exchange, the PBW Stock 
Exchange did not and does not consider the business of an 
applicant's parent when passing upon the requirement that the 
applicant be primarily engaged in brokerage. Thus, a subsidiary 
of a fund or of its investment adviser could obtain so-called 
institutional membership on the PBW Exchange although unable to 
do so on the NYSE.* 


* The NASD does not require that the 
an NASD member be that of a broker. 


principal 


purpose of 
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Mr. Wetheri.ll, president of the PBW Exchange, testified 
that a subsidiary of an invests adviser of a fund or of the 
fund could obtain exchange membership while doing no more than 
acting as an introducing broker - namely, simply transmitting 
orders to other brokerage firms for execution and clearance. Th e 
applicant need not even be a member of the NASD: 

"deemeS W ;„ i h ° rder for a “^oration to be 

pose fs ?h^ e principal corporate pur- 

^ero^^ s r^ft^ in n s i? s • 

execute'th^transactions? tiQn C ° aCtUa11 * 

t?ansac?^s Catl ° n ' 

^ ~ co^io™i^no^'a‘ 

oroxer dealer in securities if it couldn't- 

“‘Se'cSaJ and 3611 ° rders for ous?omers even 

it the customer was its parent. 

tion 1 a ™. talki ; n ? now about the mechanical execu- 

and Execute? the floor o£ the exchange 

A- No, it need not. 

in orler d to t qulu?v eS t ary , f ° r th ® cor P° r ation, 
to qualify, to clear the transaction? 

A. Itself, no. 

A. There would be no objection to that. 




membe^Mn^ =° r P° rati °" be disqualified from 
membership if it were the subsidiary of an in¬ 
vestment adviser of a mutual fund? 

A. No. 

differed y ° u ^ a nswer to that question be any 
fund? nt lf the mutual fund were a no-load 


A. No different. 

LberS„‘5f corporation be disqualified from 

itself r«h^ H “ a f. a subsidiar y of the fund 
ltseir rather than the adviser? 

A. No, it wouldn't. 

i; , Would y° ur answer be any different if the 
fund were a no-load fund? 


A. 


No, my answer would be the same, 


?*. N °w, in determining whether a corporation's 
SS 1Pal pu 5 pose is th at of a broker or dealer 
gether Si^ 1 ^ J he . cor Por a tion ' s business to- ' 
affiliates? business of its parent or other 

tJ^ e r, SSaril J' n °- The ^dividual who is 
Ihl LL .Tmembership and who is an officer of 
^ appears before our membership 
with Mm ' USUally we re qnire that he bring 

set^p Of the e enM^ dlagramS ° f the Whole corporate 
comiit?ee hL ^volved so that the admission 

members that JJfJ kground as to exactly who this 
-i s that they are considering. But we are 
primarily looking at the member himself and the 

in “ Mch he ls a " of ficerf We £ serv ~ 

qmo t0 lns P ect the books of any parent or to” 

shoSld d b fr0ni membershi P the member if ?he parent 

S iot !n°tL 1 b' , °J Ved in P ractices which we think 
are not in the best interests of the exchange. 

9* ® ut you are Primarily concerned with the 
corporate applicant itself rather than the parent? 

A. Exactly. 
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Q. And in this respect do you differ from 
the New York Stock Exchange? 

A. Yes, right. 

Q. The New York Stock Exchange — 

A * has a parent rule which says that the 

parent must also be primarily in the brokerage 
business. 

Q. and you do not? 

A. No, we do not. 

(54a-56a). 

Q. Is it required that a member corporation 
have more than one customer? 


A. No. 

Q. Is there any requirement that a member deal 
with the general public? 

A. No. I would like to qualify that because 
many times, in testifying in Congress, we have 
taken the position that a broker-dealer who is 
an affiliate of a mutual fund or an insurance 
company is, in effect, dealing with the public 
because he is transacting business for the thousands 
of shareholders in the mutual fund or policy holders 
of a mutuai company. That is, in effect, doing a 

c business - We get into that argument of the 
80-20 business, what is a public business. We 
claim that these brokers do do a public business. 

(57a-58a). 


Q. I want to ask you a hypothetical question, 

Mr. Wetherill, which is rather complex, so I warn 
y®* 1 listen carefully and if you have any 
difficulty with it I would be glad to re-read 
it to you or have the reporter read it back. 

If a no-load mutual fund was effecting port¬ 
folio transactions which generated commissions 
m excess of $2,000,000 per year, and if that 
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fund or the investment adviser of that fund 
formed a subsidiary which employed as officers 
a person or persons who had experience in placing 
orders for fund transactions, and if one of such 
employees had had prior experience with a 
securities firm known as First Boston Corporation* 
and had passed the NASD exam for registered repre¬ 
sentative, and it was stated that it was the 

that said subsidiary would continue to 
place orders for portfolio transactions of the 
fund as an introducing broker with other brokers 
and dealers, maintaining appropriate bookkeeping 
records, and if it were further stated that the 
fund was the only customer of the subsidiary and 
the purpose of exchange membership was to re- 
capture brokerage commissions, would, in your 
opinion, such subsidiary have been eligible for 
membership on the PBW Exchange prior to the 
adoption of Rule 19b-2 earlier this year? 

MR. LEE: Objection. 

THE COURT: I will take it. Overruled. 

A. There are two other criteria that you didn't 
mention before this firm would have been eligible, 
and one is that it meets our capital requirements, 
and the other is that it is a member of the NASD. 

Q. What are your — can you briefly state your 
capital requirements? 

A. The capital requirements, they were recently 
changed and now for an entering firm it must have 
$45,000. 

Q. And subject to those two qualifications, the 
answer would be that they would be admitted to 
membership? 

A. Yes. 


(65a-66a). 


After consulting with his counsel, Mr. Wetherill 


corrected his statement that NASD membership was required 


* Greene so testified (103a). 


- 46 - 


\ 


.1 



I 


"Q. Mr. Wetherill, have you conferred with 
counsel on the question of whether it is 
necessary to be a member of the NASD in order 
to be a member of the exchange? 

A. Yes, I have. The answer is there is no 
requirement that a firm be a member of the 
NASD member organization .... 

Q. And an institutional affiliate would not 
have to be a member of the NASD in order to 
join, is that correct? 

A. No, it would not. 


(171a-172a). 

Once exchange membership was obtained, recapture of 

brokerage commissions was permissible. Mr. Wetherill testified 

"Q. Where a subsidiary of an investment 
adviser of a mutual fund is a member of the 
exchange, is it permissible under the consti¬ 
tution and rules of the exchange for the 
investment adviser to credit against the 
advisory fees of the funds profits received 
by the subsidiary? 

A. Yes. 

Q„ Would your answer be any different if the 
fund in that question were a no-load fund? 


A. No. 

Q. Now, where the member is a subsidiary not 
of the investment adviser but of the mutual 
fund itself, would it be permissible under the 
constitution and rules of the exchange for that 
subsidiary to pass its profits to its parent 
mutual fund in the form of a dividend? 

A. Yes, it would. 

Q. And would your answer to that question be 
any different if the fund were a no-load fund? 

A. No." 

(62a-63a). 
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The advantages of PBW Exchange membership over NASD 
membership would have been threefold: in the first place, an 
introducing broker could retain a larger percentage of the 
commissions - "in the neighborhood of 80%" (60a); in the 
second place, members of PBW could obtain substantial brokerage 
business in return for business which the Fund placed with 
brokers on the NYSE (60a, 61a; Trial Exhibits 50 and 53); and 
in the third place, recapture through exchange membership was 
not at all dependent on give-ups and thus not affected by their 
abolition. 


Mr. Wetherill testified that approximately 50 
institutional affiliates, including at least one affiliate of 
a no-load fund, had obtained membership on the PBW Exchange, 
most of whom did so for the purpose of recapturing b okerage 
commissions. (70a). 

Accordingly, the recapture of brokerage commissions 
through membership on the PBW Stock Exchange was readily 
available without any substantial alteration in the method ot 
doing business of the Fund or Management Co. Indeed, the 
District Court did not find otherwise. 

The Court below correctly found that membership on 
PBW did not require membership in NASD (340a). But the Court 
held such membership "would require defendants to pretend that 
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the new subsidiary was a broker, when in fact it was not, 
for the purpose of securing a preference over other investors 
by recapturing a part of the fixed commission." (Id.) 

The Court below apparently assumed that an 
"introducing broker" is not a broker. There is simply no basis 
for this assumption.* It was for PBW to determine what it meant 
by "broker". If its interpretation of the term was broader than 
that of the district court, the PBW's definition was binding on 
the court. 

Nor is the recapture of brokerage commissions a 
preference. As has been seen (pp. 17-18 , supra), recapture 
normally takes the form of a credit against advisory fees or 
an upstream dividend out of profits. In either case, the full 
minimum commissions are paid. Other investors could hardly 
complain about the reduction of an advisory fee to which they 
are not subject or to profits from a ventrre which they are also 
free to undertake. For these reasons, courts have given their 
express blessings to brokerage recapture; Moses v. B urgin, 
supra ; Kurach v. Weissman , 49 F.R.D. 304 (S.D.N.Y. 1970); 

Weiss v. Chalker, 59 F.R.D. 533, 535 (S.D.N.Y. 1973.** 


* On the contrary, introducing brokers have received widespread 
recognition. See SEC Rel. No. 34-8746, CCH Fed. Sec. L. Rep. 

II 77,761 at p. 83,747 (1969); The Financing of Sales of Mutual 
Fund Shares , 115 U. Pa. L. Rev. 769, 832-33 (1967). 

**It may be noted that, even apart from recapture, numerous 
"preferences" have been available with respect to commission 
rates. Independent Broker-Dealers Trade Ass’n v. SEC , 442 F. 
(footnote continued on next page) 
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While not disputing the availability of PBW memb •- 
ship recapture, the District Court found it offensive to - blic 
policy: 

"While it may have been theoretically 
possible for PBW and the defendants, in 
collusion and for the selfish purposes 
of each, to accomplish such a result 
[membership recapture], it would nave 
been contrary to public policy." (340a) 

The Court relied on a 1973 SEC Release, accompanying a new 

rule, for its public policy finding. It did not specify any 

basis - and none there is - for indicating "collusion". 


The Court below completely misconstrued applicable 
public policy in two respects. 


1. Timing 


Public policy is not static; it can and does change 
markedly over periods c. time. The time period covered by 
the present action is from January 1, 1965 to the present 
(328a) 


At the beginning of that time period the public 


** [footnote continued from previous page] 2d 132,136 (D.C. 

Cir. 1971), cert , denied , 404 U.S. 828; Thill Sec's Corp. 
v. New York Stock Exchange , 4J3 F. 2d 2647 _ 274 (7th cir. 
1970), cert, denie d 401 U.S. 994. Moreover, recapture 
benefits have been obtained by some of the most respectable 
mutual funds, including three of the largest fund groups. 

PPI pp. 172-173 (29a, 146a-147a). 
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policy considerations were very clear. As early as 1963, the 
SEC's "Special Study of Securities Markets" severely criticized 
reciprocals and give-ups because they create a conflict of 
interests between the fund and its adviser: 

"The reciprocal give-up also produces a 
conflict of interest ... here the conflict 
exists between the interests of fund share¬ 
holders in lower commission charges and the 
interests of mutual fund advisers and under¬ 
writers in stimulating the sale of additional 
shares through directing a split in commission 
charges." Report of Special Study of Securities 
Markets of the Securities and Exchange Commission, 
Pt. 2, p. 318 (House Doc. No. 95, Pt. 2, 88th 
Cong. 1st Sess. (1963). 

See also Pt. 4 of the Special Study at pages 213-235. 


The conflict of interests disappears, of course, if 
give-ups and reciprocals are recaptured by the fund. The 
Special Study concluded: 

"Mutual fund directors and those who trans¬ 
act portfolio business for them are primarily 
obligated to obtain the best available terms 
in such transactions for the benefit of fund 
shareholders without regard to the reciprocal 
business aspects of the transactions, and to 
see that the funds themselves receive the 
maximum benefits available from any such 
reciprocal business." Special Study, Pt. 4, 
p. 235. 


In 1965, large mutual fund complexes obtained member¬ 
ships on the Pacific Coast Stock Exchange for the purpose of 
recapturing brokerage commissions (29a, 140a-147a). In 1966, 
the SEC s PPI Report called attention to such membership 
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recapture. The SEC urged widespread emulation by other 
institutional investors of membership recapture. Id., pp. 
16, 172-73 (141a, 146a-147a): 


"Widespread emulation by institional in¬ 
vestors of the precedent set by these four 
complexes could have a marked effect on the 
economics of the securities industry. Within 
the framework of the existing commission rate 
structure, it is a method whereby mutual fund 
shareholders can derive greater benefits than 
they have heretofore received from fund 
brokerage commissions..." 

At the same time the SEC severely criticized reciprocals and 
give-ups which were used to promote sales of fund shares. Id., 
pp. 15-17, 167-82. 


In 1968, the SEC reaffirmed its policy position in 
Release No. 34-8239 (252a et seq.). In that Release, the 
Commission again criticized recipiocal and give-up practices 
used to promote sales. It discussed approvingly the practice 
of membership recapture (255a) and concluded: 

”...[I]f, as pointed out above, a mutual 
fund manager has various means at his 
disposal to recapture for the benefit of 
the fund a portion of the commissions paid 
by the fund, he is under a fiduciary duty 
to do so." (259a) 


In December 1970, the SEC again stated that investment 
advisers "were under a duty to act solely in the best interest 
of Fund and its shareholders...." The Commission found that 
a management company, with exchange membership, was obliged to 
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recapture commissions and thus "confer on Fund the benefits 
attributable to Fund’s assets." Matter of Provident Management 
Cor£. , CCH Fed. Sec. L. Rep. 1| 77,937, at pp. 80,086-7 (19 70 ) . 

In August 1971 the SEC filed an amicus brief in 
Gro ss v . Moses , 67 Civ. 4186 (S.D.N.Y.), again supporting 
membership recapture. 


A change in the Commission's attitude became apparent 
when it adopted Rule 19b-2, 17 C.F.R. § 240.19b-2, effective 
March 15, 1973. One of the purposes of the Rule was to preclude 

membership recapture. As pointed out by the Senate Subcommittee 
on Securities: 


This [Rule 19b-2] represents an unexplained 
alteration of the position taken by the SEC 
in several court cases involving the failure 
of mutual fund advisors to make use of member- 
snip to reduce commission charges paid by the 

fK nd or.i hey mana 9 e - See, e.g. , Memorandum of 
the SEC as Amicus Curiae, Gross v. Moses, 67 
Civ. 4186 U.S.D.C. S.D.N.Y. (August 1971). 

The SEC took the position that where recapture 
o commissions is available through regional 
exchange membership, mutual fund managers must 
a least make a bona fide judgment as to 
whether to establish a brokerage affiliate to 
recapture commissions for the fund." (Report 
of the Senate Subcommittee on Securities, 
Committee on Banking, Housing and Urban Affairs 
Sena t e Doc * No. 93-13, 93rd Cong. 1st Sess. 

P. 84 n. Ill (1973); 297a). 


Notwithstanding the adoption of Rule 19b-2, the SEC 
suspended its application as to institutional affiliates which 
had, prior to 1973, become exchange members. 


SEC Rel. No. 






34-10052, CCH Fed. Sec. L. Rep. fl 79,304 (1973); SEC. Rel. 

No. 34-10934, CCH Fed. Sec. L. Rep. fl 79,912 (1974).* Thus, 
as of the present time, the SEC permits the continuation of 
membership recapture by institutional members. 

Exchange membership in the present case could have 
and should have been obtained prior to 1973. Had such member¬ 
ship been obtained, the Fund would be recapturing commissions 
up to the present by virtue of the suspension of the application 
of Rule 19b-2. 

On May 1, 1975, all exchanges will be prohibited 
from enforcing fixed commission rate schedules (SEC Rel. No. 
34-11203 (January 23, 1975)). With the abolition of fixed 
commissions, of course, membership recapture will no longer 
be necessary, because the Fund will be able to negotiate low 
commissions which reflect no more than the fair cost of the 
brokerage services provided. 

2. Congress and the Courts 

Public policy is not the sole province of the 
Securities and Exchange Commission. The Congress and the 
courts have also spoken on the desirability of membership 
recapture. 


* A judicial stay of the Rule was also obtained by the 
PBW Exchange (64a). 
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In April 1973, the Senate Subcommittee on Securities 
of the Committee of Banking, Housing and Urban Affairs issued 
its Report, supra . The Senate Subcommittee was critical both 
of the SEC's Rule 19b-2 and of the exchanges' fixed commission 
rates (pp. 43-51, 83-84). The Subcommittee concluded: 

"So long as commissions continue to be fixed 
on institutional-sized transactions, it does 
not seem appropriate to eliminate current 
efforts by financial institutions to recapture 
excessive commission costs exacted from their 
beneficiaries." (p. 87; 300a) 

As seen above, the courts have consistently held in 
favor of recapture. In Kurach v. Weissman , supra , 49 F.R.D. 304 
(S.D.N.Y. 1970), a stockholder's action on behalf of the Dreyfus 
Fund was settled with court approval by permitting the Fund to 
recapture its brokerage commissions and give-ups through exchange 
membership by an affiliate. The same is true of Weiss v . 

Chalker , supra , 59 F.R.D. 533, 535 (S.D.N.Y. 1973), and numerous 
other settlements which have not - been officially reported. 

These judicial approvals of recapture all adhere to the admonition 
of the First Circuit in Moses v. Burgin , 445 F. 2d 369 (1971) , 
cert , denied sub r.om Johnson v. Moses, 404 U.S. 994, that 
defendants have a duty to recapture where it is possible to do so. 
The Court below expressed some doubt as to whether Moses v. Burgi n 
was rightly decided and believed that it had not been applied in 
this circuit (341a). However, this Court cited Moses v. Burgin 
with approval in its decision in Papilsky v. Berndt , 466 F. 2d 
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251, 254 n. 3 (2d Cir. 1972), cert , denied 409 U.S. 1077; and 
in —Hj'de/ C CH Fed. Sec. L. Rep. % 94,48 f (S.D.N.Y. 

1974, Conner, J. ), the Court expressly followed Moses as standing 
"unequivocally for the principle that in the proper circumstances 
not only is recapture an acceptable f~rm of reducing the Fund's 
expenses, but the unjustified failure of those in control of the 
Fund to insist upon recapture creates a cause of action under 
Section 36(b) of the Act." (at p. 95,712). 

Accordingly, public policy supports rather than opposes 
the use of exchange membership for recapture of brokerage 
commissions. Even granting defendants the most favorable inter¬ 
pretation of the SEC's views, it is clear that the Commission 
strongly favored membership recapture for the vast majoritv of 

the period in question here, and Congress and the courts have 
done likewise. 

Even if the duty to effect membership recapture were 
less clear, the question was not one which the Management Co. 
defendants were free to decide on their own. The affiliated 
directors, at a minimum, owed the disinterested directors the 
„ation of allowing them to pass upon the question. The 
disinterested directors were never given that opportunity because 
the Management Co. and its affiliates, although alerted to the 
availability of membership recapture, never informed the dis¬ 
interested directors of the possibility of such recapture, or 
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indeed, of any other type of recapture. In fact, they did 
quite the opposite; they told them that the "possibility of 
recapture ... does not arise" for the Fund (30a, 268a-272a). In 
Moses v. Burgin , supra , the court held: 

"We therefore conclude thet the management 
defendants were guilty of gross misconduct 
within the meaning of the Act in failing to 
disclose the possibility of NASD recapture 
to the unaffiliated directors. The two 
individual management defendants, and the 
Management corporations, must be held liable 
for damages under § 36." 445 F. 2d at 384. 

Here, the defendants did not stop at non-disclosure, but 

affirmatively misrepresented. They must be held liable. 


POINT III 

THE FUND'S INVESTMENT ADVISORY AGREEMENT 
FORBADE THE USE OF RECIPROCAL BROKERAGE 
AND GIVE-UPS TO PROMOTE SALES OF FUND 
SHARES. 


The Investment Advisory Contract between the Fund 

and Management Co. required Management Co., rather than the 

Fund, to bear all expenses of selling Fund shares: 

"7. The Investment Adviser shall .... 
pay all promotional, travel, and enter¬ 
taining expenses relating to Fund Sales." 

(169a, 183a). 

Thus, even if recapture of brokerage commissions were impossible, 
Management Co. would not be permitted to fulfill its obligations 
by using the Fund's brokerage commissions. 
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Management Co.'s patent breach of the Investment 
Advisory Contract had deleterious effects upon the Fund, which 

the above-quoted paragraph was presumably designed to avoid. 

As pointed out above (pp.51-53 ,, the use of reciprocal 

brokerage and give-ups has been severeiy criticised by the 
SEC because of the conflict of interests it creates. In the 
first piace. if brokers are picked with an eye to their contri¬ 
bution to the sale of fund shares rather than their expertise in 
execution, the resulting improper executions will cause higher 
costs to the fund, (ppi pp . 185 . e t seq.). Secondly, the 
use of the fund’s brokerage to generate give-ups and reciprocals 
for the benefit of the manager creates pressure for the un¬ 
warranted rapid turnover of portfolios. (PPI, p . 174 ,.. And 

finally, the stimulation of the sale of fund shares leads to an 
undesirable growth in the sire of the fund, which presents 
portfolio management problems (PPI, pp . 255 , et seqAU 

of these difficulties could have been avoided if the Investment 


Advisory Contract had been adhered to. 


Breach of the Investment Advisory Contract constitutes 
a violation, not only of co^on law. but also of the Investment 

Fund has M "resulted in'a^ah 3 its man agement of the 

folio turnover" (160a 17fil? ^ avera ^ e rate of port- 
^ 71.1. in 1 969 . 93“J in mo' a SS n 73?I. t ? n 8 wn &T ' 

portfolio 1 performance i ranked e d D * c ? mber 31 ' the Fund's 

funds covered by Fundscnnp m 63 • last of about 220 mutual 
xea oy Fundscope Magazine (Trial Exhibit 52). 
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Company Act. Section 15(a) of the Act attaches particular 
significance to the Investment Advisory Contract by requiring 
precise description of the adviser's compensation and share¬ 
holder and director approval of the agreement. In Rosenfeld 
v. Black , supra , the Court held: 

"When Congress, in § 15(a), required share¬ 
holder approval of any new advisory contract, 
it must have meant an approval uninfluenced 
by any improper motivations on the part of 
the outgoing advisory fiduciary." (445 F.2d 
at p. 1345). 

A fortiori, Congress must have meant the approval of an en¬ 
forceable investment advisory contract, the terms of which were 
to be given their proper effect. Congress could hardly have 
thought to attach such significance to investment advisory 
agreements as to require precise description of compensation 
and directorial and shareholder approval, and yet be deemed to 
have permitted a breach of such a contract to go unremedied. 
Indeed, a precise description of compensation is impossible 
where reciprocal brokerage and give-ups are used, for they add 
to Management Co.'s compensation in a manner incapable of precise 
definition. On this basis the SEC has stated that reciprocals 
and give-ups constitute a violation of § 15(a)(1) of the Act 
(259a, n.7). 

Since defendants' breach directly inured to their 
benefit, they are liable to the Fund for their profits even if it 
had been impossible for the Fund to recapture commissions. Irving Trust 
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—-———Deutsch, 73 F. 2d 121, 124 (2d Cir. 1934), cert, denied, 
294 U.S. 709; Wilshire Oil Co. v. Riffe. 381 F. 2d 646, 650-52 
(10th Cir. 1967), cert, denied 389 U.S. 822; Fleishhacker v. 
BUxm, 109 F. 2d 543 (9th Cir. 1940), cert , denied , 311 U.S. 665. 
In Irving Trust , supra , this Court held: 

"If directors are permitted to justify their 
conduct on such a theory [that the corpora¬ 
tion had no opportunity for gain], there 
will be a temptation to refrain from exerting 
their strongest efforts on behalf of the 
corporation, since, if it does not meet the 
obligations, an opportunity of profit will be 
open to them personally." 

The District Court completely ignored plaintiffs' 
contention to this effect. 

CONCLUSION 

Mutual funds were brought under federal regulation 
precisely because the public's savings were invested in a 
medium which was subject to a dangerous conflict of interests - 
the profiteering of the managers at the expense of the share¬ 
holders. No case illustrates that conflict more aptly than 
this one. 


It lay within the power of the Management Co. to 
recover for the Fund large portions of the commissions which the 
Fund paid for the execution of portfolio transactions. But the 
interest of the Management Co. recoiled at recapture. The 
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Management Co. benefited by using the Fund's commissions to 

stimulate sales of more Fund shares, thus increasing its 
advisory fees. 

The Investment Company Act foresaw, in a general 
way, just such a conflict; it provided for a core of independent 
directors to protect investment companies against encroachments 
by their managers. But here that protection failed because the 
Management Co. misled the independent directors as to the 
possibilities for recovery of commissions. The Management Co. 
reaped the benefit. 

The Court below erred egregiously in holding as a 
matter of law that NASD recapture was forbidden and that exchange 
recapture, although not forbidden, was contrary to public policy. 
If this Court finds for plaintiffs on either point, the decision 
below should be reversed, since defendants were under a duty 
to recapture and breached their duty. Indeed, even if recapture 
were impossible, the Fund would be entitled to recovery for 
breach of the Investment Advisory Contract. 

Accordingly, we submit that the judgment be reversed 
and the case remanded for a determination of the damages and 
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Profits to be 


recovered f or the Fund. 
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347a 


/ 3 „ 


restated certificate of INCr 


AMERICAN INVESTORS FUND, INC. 

«"de r Section SO, of t.,e Business Corporation Law 

• • * * 

American I^es^rs^S^In^^hereb PreSldent and Secretary of 
forth: ’ lnC ‘* herefa y restate, certify and set 

INC. (1) ThC nai " e ° f the corporation is AMERICAN INVESTORS 

the Department W3S filed b y 

Restated Certificates of t„ ? 22 * 1957; and amended and 

Department of *..«”” flU < ^ ‘ h ° 

17 ‘ 1565; Jul y 20, 19.67; and'jily is ^'J: 1958 > "ovem- 

iy 19°8; respectively. 

changed to^ff anVcha^""?'' U ““"ded a " d 

Business Corporation Law namelv ^ S ! authorized by the 
Paragraph (14) of Section 801 of rh T ’ 35 auth °rized by 
subdivision (b) of Ar t iclf 3 ^f S. B ? ,lness Cor P°ration Law, 
Incorporation, being a provision lu Restated Certificate of 
tion 8 01 , relating to t J e specified in Sec- 

affairs and its rights or powers. H Corporation, its 

as amended ( hlret^fore Xt is f he^b CertifiC3te ° f Corporation 

*"d Ohanged to read as hTrS.^tTOn^" “‘"dad 


f 
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CERTIFICATE OF INCORPORATION 

... of 

• • . 

AMERICAN INVESTORS FUND, INC. 

• . Pursuant to Article IWo of the Stock Corporation law 

INC.^(hcreinafter°called^thc°"Corporation")'.' “ AfOICA « INVESTORS 

2. The purposes for which it is to be formed are as follows: 

diversified lnvcsti a 'ts T L"co k r;ora t fs 1 ecurU^r 1 to a r and 

manage such investment , n ^ * c ' Securitles > to supervise and 

«0«sS. acquit ir“; ^n"J. i„ve“s“ i„ ra "r:cM f0rce ° in8 t0 

hypothecate, dispose of avail of c P n’ cei ve, own, hold, pledge, 
all forms of full or p^tJyvaid «! W' ° therwise d ^l in or with 
tics (which terra "securities" shall w^hout 57 °p tl0n COverin 8 s *curi- 
thercof be deemed to include any share* ^ ation of thc generality 
obligations, warrants, scrip riohr-c: I* S> notes » bonds debentures, 

instruments representing rit>ht f ’ c ^ rtlficatcs » receipts or other 
the same or representing Inv othe° PUrchase ° r ^ribe for 

any property or nsseL^in "of or raa'de " herein or in 

porations, companies, associations .created, or issued by any cor- 

states, municipalities and other political^ ^ • truStS ‘ governments, 
thereof whether domestic or fnro/ U l J divisicns °r subdivisions 

Powers, character :f ^siness carSed an on b ethe , r 57 thC purposes * 

powers character of business carried on h b ® si "! llar to the purposes, 
or not any contingent or other liabilitv a Cor P°ration, or whether 
arise or exist in respect h y ( 8 $t the Cor P°ration may 

to exercise, while the holder or owner of any of Iht f ° rC£ ° ins thin S s 5 

referred to, all the riohec 0t any the securities above 

holding or ownership thereof [TtZ 3 P rivile «os appertaining to the 
might or could do. 6 Same 6XtGnt that an individual 

respect of securities orranizati rCSCarches and investigations in 
conditions, in the United States anH* ? US \ nesses and general business 
pertinent to the investment and eJ Clsewhere - to secure information 
the Corporation, to procure any oTallTfW aSSetS and funds of 
others as independent contractors / * foregoing to be done by 

contractors, and to pay compensation therefor. 

tics in connect ion ( with T any°of°Lh^ r k? 1SG m ° ncys for or assume liabili- 
from time to time to issue bo^ds dentures' pU ! POSCS ot th<! Corporation; 
secured or unsecured, of the Corporation r ’ n ° Les or other obligations, 
payment for property acquired or for ^ m ° ,:eys so borrowed, or in 

poses of the Corporation or in cL . 7 Y ° f th ° ° ther ob j ccts °r pur- 
or guarantee similar obligations of^ther” 1 ^ itR businc «"; to assume 
acquired or for any of the other i * 10 P ‘ 1ymCnt f ' r Property 
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•mortice or mortgages, or deed or deeds of trust, or pledge or other 
lien upon any or all of the property, assets, rights, privileges or 
• franchises or the Corporation, acquired or to be acquired, and to pledge 
sell or otherwise dispose of any or all of such bonds, debentures notes’ 
or other obligations of the Corporation for its corporate purposes- 
- • provided, that no borrowing shall be made which at the time thereof 

thC a £8 rc C ate outstanding indebtedness of the Corporation to exceed 

.10Z of its total assets taken at cost. 

• • • • • 


‘ (d) To acquire, hold, dispose of, transfer, re-issue 

or cancel, its own securities in any manner and to any extent now or here¬ 
after permitted by the.laws of the State of New York and by this Certifi¬ 
cate of Incorporation, provided that shares of its own capital stock 
... belonging to the Corporation shall not be voted upon directly or indirectly 


' T ° purchase, take on lease or in exchange, hire, 

.or otherwise acquire, hold,own, possess, deal in, sell, convey, assign, 

P lcd & c or otncrwise encumber any and all goods, merchandise, 
commodities and other property, real, personal and mixed of every kind 

* T d ri8htS ’ estatcs ’ interests, franchises, licenses and 
or located. 1 " Such . propert y’ real * personal or mixed, wheresoever situated 


...... . T ° do a11 and everything necessary or suitable and 

proper for the accomplishment of any of the purposes or the furtherance 

with n oth P ° WCrS hercinbcforc sct forth, either alone or in association 

with other corporations, firms, or individuals, and to do every other act 
r acts, thing or things, incidental or appurtenant to or growing out of 
or connected with the aforesaid purposes, business or powers, or°anypart 

• the P S^te orSew’York! 1 ^' ^ ^ ^ inC0nsistent with the laws of 

• . _ . 1110 Purposes and powers specified in the foregoing 

•in nowi*°V h i • ^ rt i Cle 2 Sha11 * exce P t as otherwise expressly provided, 
tcrZnr C lj " itCd ,° r rest ricted by reference to or inference from thi 

^ ° clause of this or any other Article of this Certificate 

Article rXnV powcrs s E )ecificd in each of the clauses of this 
Article 2 shall be construed as independent purposes and powers and the 

intended^ ° f Sp ? Cific powers sha11 not b * held, and’is not 

but is in furtherance ^ P ° WCrS of the Corporation 

is in furtherance of and in addition to the general powers conferred 

or^rr 10 " 5 ° rcanl2ed “" d « tha Corporation LHf Zlll't 

/ ,* *• * •* 

be Ei £ ! . ^ilfon'Dollars (es'ooo'ooo^ 1 St ° C ' : ° C tl>C Cor P orati °'' shall 
Of capital Stock (herein 

Stock poucrs^prcfercnccs^^d Sh ° U bC ***‘*“t«l Capita! • 

elicitations or reslrletio^ ?" rlch , ts and thc ications. 

cisions for the manaccncnt of thc°bus'ncss of th^Co"' 3 ^ C<ilatcd pr0 ~ 

’ conduct of its affairs arc as follows: h Corporation and the 


i 
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(a) Holders of the Coxraon Stock shall have no preemptive or 
preferential rights in respect of or in connection with the issue and sale 
by the Corporation of additional shares of Common Stock, except that no 
offering of the Common Stock of the Corporation shall be made at less than 
its net asset value, as hereinafter defined, unless such stock shall be 
first offered pro rata to the Common Stockholders of record of the Corpor¬ 
ation. 

(b) Each holder of record of the Capital Stock of the Cor¬ 
poration nay demand redemption of the share or shares standing in his name 
by tendering the certificate or certificates for such share or shares to¬ 
gether with such demand in writing to the Corporation for redemption. Ex¬ 
cept as provided below, and subject to there being legally available sur¬ 
plus funds out of which to pay the redemption price, the Corporation shall, 
within seven days following such demand and tender, pay to such holder the 
net asset value, as hereinafter defined, of such share or shares, such net 
asset value to be computed as of the close of business next following such 
tender for redemption. If the Board of Directo*s shall determine that it is 
in the best interests of the remaining stockholders of the Corporation, the 
Corporation may pay the redemption price in whole or in part by a distribu¬ 
tion in kind, of securities from the portfolio of the Corporation, in lieu 
of cash, taking such securities at their appraised value employed for deter¬ 
mining such redemption price, and selecting the securities in such manner as 
the Board of Directors may deem fair and equitable. The right of redemption 

«tnay be suspended by the Board of directors for any period during which the 
New York Stock Exchange is closed (other than customary weekend and holiday 
closings). It may also be suspended for any period during which trading on 
the New York Stock Exchange is restricted, during which an emergency exists 
as a result of which disposal by the Corporation of securities owned by the 
Corporation is not reasonably practicable, or it is not reasonably practi¬ 
cable for the Corporation fairly to determine the value of its net assets, 
each as determined by rules and regulations of the Securities and Exchange 
Commission, or for such other periods as the Securities and Exchange Commission 
may by order permit for the protection of holders of the Capital Stock. In 
order to expedite redemption of shares, the Board of Directors may make 
arrangements for the voluntary repurchase'of'shares. 

(c) (i) For purposes of determining the net asset value of 
the Corporation's Capital Stock, the value of the total assets of the Cor¬ 
poration shall be determined at least once on ea~h day on which the New 
York Stock Exchange is open for trading. The value of the assets of the 
Corporation may be determined at additional times if the Board of Directors 
consider such determination desirable. 

(ii) For the purpose of valuing the assets of the Cor¬ 
poration, each security traded on the New York Stock Exchange or any other 
national securities exchange shall be taken at the most recent sale price 
prior to the tine as of which the appraisal is made on the day when the 
appraisal is made. In each case where there has been no such sale and in 
the case of all other securities, the security shall be appraised at its 
last current quoted bid price, or at a price not exceeding a">y current 
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i!S d K^ 1CC / CPrC5C u ntatiVC ° f fair markct valuc * whcrc there is no 

“ d , pr . iCa or whe rc such bid price does not appear representative 
of fair market value, all as may be determined by the Board of Directors 

Ir emi^r /k auChqrity * No P^vision shall be made for odd lot 

premiums and brokerage commissions in computing the value of the assets 

able for r PO , ra ^° n - CaSh Sha11 bc Statcd at “s -lue, accounts recelv- 
c . , ividends receivable and for investments sold and shares of 

for as wen 50 bC SCatCd 3t the amounts to be received there- 

Anv orJ 11 35 rcccivable accrued daily on bonds and notes owned 

“;«!• “ d S6Curitics for Which market quotations are not 

Director 0 ’ S 311 bc stated at fair value as determined by the Board of 
Directors, except that no value shall b» assigned to goodwill furniture 

lltlto T T2luV, ati r CS ° r ° thcr other kTr T- 

for Uabl i ltias for accounts payable for investments purchased and 

tOT . ShareS td " de '? d redemption end not then redeemed os to which the 
th«e oJ Yd'” o bee " ddtd ™ 1 " ed •"■U be stated at the amounts payabie 

aroounts^ccrued'daily.^No'^ccruals'shal^bc 11 d° ““ €d “ 

•ppreeiation of securities o^tl^ he d 3 ^cto™!!^^ 

“it"”; 0 f h Vld r dS Pa, “ blC by the C°rr°ratio„ U sh r :u£ c t^ 

as of the close of business on the record date therefor. 

. * iil ) The net assets of the Corporation shall be the 

ss-s s.*ar«r^ 

and .« Jh3 .I rnSei:^ “"d - SbarCS tCnd " ed t0r rede "P t io„ 

but including share, nre.e i t r redemption price has been determined, 

shorestendered ^rejem?< re P urchas<! a " d not then repurchased and 

demption price has not 3™ 3t*™iS3. 38 “ hlch thd 

share of i c ^' e redem P t:Io n and repurchase price of each 

time to time by the Bv-Lw/nf ^ V** 3 dlstributor ®ay be fixed from 
exceed 8 1/2% of the public offe ° or P° rat - ion * but shall in no event 
share to bc received by the Core or"? i ^ CC \ nor sha11 the consideration per 
or commission s h t af f Cr deductioa of any such load 

until so fixed by sTch v! l T 7^' provitJcd * however, that 
issued by the Corporation Any f r icH ° S ° ad ^ bal1 bc cl 'arged on securities 
net asset value 3°3ha3 or 3 fhe ? ,nv<>1 '’ cd i[ > th <= compulation of 

•price shall he adjusted to the nearest public offering 

purchased redes ( d> Shn , ros ° f »tock of the Corproation that have been 

cancelled'upon re^u°Iii[o„ C " d rrcs°t^;d r to Xc‘J * 11 bC 

unissued shares. C SCnfu ^ nutho.Jased but 



4. The office of the Corporation shall be located in the 
Village of Larchmont, County of Westchester and State of New York, 
and the address within the State to which the Secretary of State shall 
mail a copy of process in any action or proceeding against the Corpor¬ 
ation which may be served-upon him is P. 0. Box 132, in said Villare of 
Larchmont, N. Y. ° 

5« The duration of the Corporation shall be perpetual. 

6. The number of Directors of the Corporation shall be fixed 
from time to tine by the By-Laws of the Corporation, but shall not be 
less than three (3) nor more than fifteen (15). No Director need be a 
stockholder of the Corporation. 

7. The Secretary oi State of the State of New York is desig¬ 
nated as the agent of the Corporation upon whom process in any action 
or proceeding against it may be served. 

8. Any securities owned by the Corporation or any of the 
funds or moneys thereof may be deposited with and held by a Custodian duly 
qualified to act as such under the Investment Company Act of 1940, under 
terms and conditions complying with the said Aet and any rules and regu¬ 
lations duly promulgated thereunder. 

9. The Corporation may enter into a written contract with 
any person (which trim includes any firm, corporation, trust or associ¬ 
ation) therein elsewhere called the "Investment Adviser", to act as 
investment adviser of the Corporation; from time to time to make recom¬ 
mendations to the Board of Directors as to changes in, or additions to, 
investments of the Corporation and to prepare and submit from time to 
time analyses and to furnish reports as requested by the Board of 
Directors with respect to the investments or proposed investments of 
the Corporation; to furnish to the Corporation such office space as may 

e necessary f r the suitable conduct of the Corporation's business and 
all necessary light, heat, telephone service, office equipment and sta- • 
tionery and ..tenographic, clerical, mailing and messenger service in 
connection with such office. 

! 

10. Anything contained elsewhere in this Certificate of Incor¬ 
poration to the contrary notwithstanding, the Corporation may not and 
shall not: 


(a) Buy corporate securities "on margin" except such 
short term credits as are necessary for the clearance of transactions; 

(b) Effect short sales" of corporate securities; 

(c) Lend money or corporate securities to any person 
for any purpose whatsoever; provided, however, that the acquisition of 
bonds, debentures, notes and/or certificates representing any interest 
therein, provided they arc corporate securities, shall not be held or 
construed to be the making of a loan; 
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Invest more than five per cent of its gross assets 
in the securities of any one issuer, nor acquire or hold more than ten 
per cent of the out-tanding sccu'ities of any one issuer; provided, how- 
• ever, that these limitations shall not apply to investments in obliga¬ 
tions of the United States of America or to bonds, bills or notes 

guaranteed as to both prirtcipal and interest by the United States of 
America; ' 

, Purchase or retain in its protfolio any securities 

issueo by an issuer if at the time of or after such purchase any officer 
or director of the Corporation shall own beneficially more than one-half 
of one per cent of the shares or securities or both of such issuer, or 
if the officers and directors of the Corporation owning such shares or 
securities shall together own beneficially more than five per cent thereof; 

(f) Invest any of its asset in the securities of anv 
investment trust or of any other investment company except by the pur¬ 
chase thereof in the open market where r o the best information of the 
Corporation no commission or profit to a sponsor or dealer results from 
such purchase other than the customary broker's commission; 

(g) Invest any part of its assets in the securities 

of any company which shall have a record of.less than three years contin¬ 
uous operation if such purchase at the time thereof would cause more than 
live per cent of its gross assets to be invested in the securities of 
such company or companies; provided that such period of three years may 

enterDri^ C if P ^ atl ° n ° f predccessor corn P an >’« partnership or individual 
enterpuse if the company in whose securities the assets of tie Corpora- 

invested has come into existence as the result of a merger, con¬ 
solidation or reorganization or the purchase of substantially all of the 
assets of such predecessor company, partnership or individual enterprise; 


securities. 


(h) Underwrite or participate in any underwriting of 


tho - I 1 ' f a) Thc officers or directors of the Corporation or 

Adviser shall not deal with themselves for or on behalf 

Dfrtner^ rp °- atl w n 35 P rincipal or a K cnt or with any corporation or 
partnership in whica they have a financial interest, except that 

are not offers or directors of the Corporation 

Adviser V? ^ 3 financial interest in the Investment 

Adviser or any distributor; 

^*e purchase or sale of securities for the 
Corporation through an affiliated security dealer is not prohibited 

rommJf? transactions are handled as broker only and provided the 
commissions charged arc not more than customary; and 

. f (iii) The Corporation nay employ legal counsel 

or ihief^ aP ‘ Cnt * 3 diVid ° nd dt8bu « in B "Sent or a custodian who is, 
or which has a partner, officer or director who is, an officer r 

director of the Corporation, provided only customary fees are charged 
for the services rendered. b 
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(b) The Corporation, the Investment Adviser, any 
distributor of securities of the Corporation and the officers and direc¬ 
tors of any of them shall not take long or short positions in the 
securities of the Corporation, except that 

(i) The distributor may place orders with the 
Corporation for its shares equivalent to orders received by it; 

(ii) The distributor may maintain a market for 
the shares of the Corporation as agent for the Corporation; and 

(iii) The officers and directors of the distributor, 
Investment Adviser and the Corporation may buy for investment shares of the 
Corporation at the public offering price. 

12. Thr Board of Directors shall have power, by resolution 
passed by a majority of the entire Board of Directors as then consti¬ 
tuted, to designate from their number three or more to constitute an 
Executive Committee, which shall for the time being, in the intervals 
between meetings of the Board of Directors, and to the extent authorized 
by law and by the By-Laws of the Corporation and/or by like resolution of 
the Board of Directors, exercise the powers and rights of the 

Board of Directors in the management of the affairs and business of the 
Corporation. Whenever in this Certificate of Incorporation it is provided 
that any action may be taken or omitted by the Board of Directors, the 
term ' Board of Directors" shall be deemed to mean the Board of Directors 
or the duly authorized Executive Committee thereof designated as herein 
provided. By like resolution the Board of Directors may designate one 
or more other committees, each of which may consist of three or more 
members, and may be composed of Directors of the Corporation or persons 
not Directors or stockholders of the Corporation, to serve in an advisory 
capacity to the Board of Directors and its Executive Committee, and/or in 
such other capacities as shall be permitted by law and provided and auth¬ 
orized by the By-Laws of the Corporation and/or by like resolution of the 
Board of Directors. 

13. The Corporation reserves the right to take any lawful action 
and to make any amendment of this Certificate of Incorporation, including 
the right to make any amendment which changes the terms of any’ shares of 
the Corporation of any class now or hereafter authorized by classification, 
reclassification or otherwise, and to make any amendment of this Certificate 
of Incorporation in any form, manner or substance now or hereafter authorized 
or permitted by ’aw. Nothing contained in this subdivision shall be deemed 
to limit or restrict the Corporation in the full and proper use and enjoy¬ 
ment of its purposes, objects and powers, or otherwise, as now or hereafter 
set forth in this Certificate of Incorporation or any amendment hereof 
hereafter in force, or as now or hereafter authorized or permitted by law. 

All holders of shares of the Corporation by acceptance of the certificate 

or certificates representing their shares agree that all rights to which 
such sharer, entitle then arc subject to the foregoing provisions of this 
subdivision and all other provisions of this Ccr.ificatc of Incorporation 
from the time of the issuance thereof. 
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shall h ? i u CC ^° r ’ officcr nnd employee of the Corporation 

shall be indemnified by the Corporation against reasonable expenses, 

including attorneys fees, actually and necessarily incurred by him 
in connection with the defense of any action, suit or proceeding, or 

to wh<rJ CC i i0 ? Wit, I 3ny appcal thcrcin » or a court approved settlement, 
r ; nadc a part y b y rc -^°n of M« beinc, or having been a 

ircctoi, officer or employee of the Corporation, except in relation to 

reed 0 ” t* t° V"S hC Sha11 bC ad J ud E cd in such action, suit or pro- 
of M bC llablc . f ° r necligcnce or misconduct in the performance 

L . ? A* director, officcr or employee; such indemnifica¬ 
tion shall not, however, protect any director or officer of the Cor- 
poration against any liability to the Corporation or to its security 
hoiders to vmch he would otherwise be subject by reason of negligcn-e 

ficaUon n fj JC n n I t P arfo ™‘™“ of his duty. Such right of indemni- 
cation shall not be deemed exclusive of any other rights to which 

he may be entitled apart from statute. No payment pursuant to the 

foregoing shall be made to a director, officer or employee who is a 

t ® f COurt a PP rove d settlement unless pursuant to the terms of 
suen settlement. 
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, (6) The restatement of the Certificate of Incorpora- 

t tion was authorized as a-vonded heretofore and as further amended 
in paragraph (3) ah-jv.. authorized by the Business Corporation 
Law, by the affirmative vote of the holders of a majority of all 
outstanding shares entitled to vote thereon at a meeting of share¬ 
holders of the Corporation duly called and held on January 8, 1969, 
a quorum being present. 


IN WITNESS WHEREOF, this certificate has been signed 
this 8th day of January, 1969. 




STATE OF CONNECTICUT ) 

) SS: 

COUNTY OF FAIRFIELD ) 


L. Sabel, being duly sworn, deposes and says that 
he is Secretary of American Investors Fund, Inc., the corpora¬ 
tion mentioned and described in the foregoing instrument; that 
he has read and signed the same and that the statements con¬ 
tained therein are true. 

■ -J. 



Sworn to before me this 8th 
day of January, 1969'. 






i h i: 


MS 


r 

/ 


<T\ * 

i 


y 


Notary Public 


Katharine t. olives 

H")TAP,\ Pl'DUC 
COWK.Si ;:i ix?.his VAf>CH 31 .1972 


DE *M R tME,\ r OF ST A Til / 


»*•: 


is 


1 Certify That I have 


Ccrtlfltj,,, In . 

f ^corporation of 
Maic *» INVESTOR FUND, I NC- • . 

oolht 8 

F°pyi«*r d *y of January 1 qaq 

[ PY * Co " c « transcript .k—t 7 ’* 969 ♦ 


UCnpt ,h ^m »nd of the whole of 


such original. 


t «nd that such 


W h »"* «<! the official seal of n 
City of Albany, this eighth f P a '"ncnt of State at the 

of January S day 

sixty-nine. *« '^usand nine hundred 


>•504 




Secretary of State 






















V 


T-o (£) 

Service of tJrrrr® copies of the v/ithin 
is admitted diis ^ day of 19 7 ^ 


> .*»* • * v • 


C /&y4A*~ 


Service of fk *eo (C opies of the within 

is admitted ihis £ day of19 75 “ 












